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SPECIFICATION 



Electronic Version 1.2.8 
Stylesheet Version 1 .0 

CONVERTIBLE FINANCIAL 

INSTRUMENTS WITH 
CONTINGENT PAYMENTS 

Cross Reference to Related Applications 

This application claims priority from US application number 60/31 1 ,574, filed August 
10, 2001, which application is hereby incorporated herein by reference. 

Background of Invention 

[0001] This invention relates generally to convertible and exchangeable financial 
instruments (e.g., debt instruments, preferred instruments, trust preferred 
instruments, warrants, certain insurance contracts, and suitable derivatives thereof, or 
any security backed by any of the above) and methods and systems for offering and 
servicing the same, and relates more particularly to debt instruments which are 
convertible into equity instruments. 

[0002] A common financial instrument is a bond. A bond (more generally termed a "debt 
instrument") is an instrument having language indicative of a principal amount, and 
having further language indicative of a borrower's obligation to repay the principal at 
some future time. Some bonds have still more language indicative of the borrower's 
obligation to make interest payments at specified times. Other bonds, called "zero- 
coupon" bonds, do not have language obligating the borrower to make interest 
payments in cash prior to maturity. Bonds, and the borrowing accomplished by means 
of such bonds, have been known for centuries. 



[0003] 



Many financial instruments, including many bonds, are "negotiable," meaning that 
the holder may freely sell the instruments to others with few if any restrictions. Such 
negotiability helps to provide a fluid and efficient market in which the instruments 
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may be bought and sold at ever-changing prices indicative of the value given by the 
market to the instruments. A would-be borrower benefits from negotiability in many 
ways, for example because a lender is more willing to lend (to purchase the debt 
instruments) if it knows there is the prospect of selling the debt instruments to others 
at a later time. Negotiable bonds, and the borrowing accomplished therewith, have 
been known for over a century. Under the tax law of at least one country, the issuer of 
a bond may deduct from its income the interest paid (the "coupon") or the stated yield 
for the bond. Many business entities will have the ability to raise money by means of a 
mix of debt instruments (e.g. bonds) and equity instruments (e.g. stock). The mix 
selected by a particular business entity (often termed its "capital structure") will be 
influenced in a general way by prevailing interest rates, as well as by other factors 
such as the extent to which the market at a particular moment is willing to purchase 
newly issued instruments of one type or the other. Further, a particular business entity 
will have particular business circumstances which influence this mix, such as the 
amount of debt already outstanding, the entity's bond credit rating, and the price-to- 
earnings (P/E) ratio for the entity's stock. Because the entity's financial condition 
(particularly for publicly held entities) is reported according to generally accepted 
accounting principles, the effect on the reported financial condition of a particular 
change to this mix is often an important factor influencing this mix. Finally, the tax 
treatment of a particular change to this mix is also often an important factor 
influencing such decisions. 

[0004] 

One example of a convertible security, such as those which are termed 
"convertible bonds," are instruments which have some of the qualities of bonds as well 
as some of the qualities of stock. A convertible bond is a bond which can be converted 
by its holder into a number of shares of equity, the number being a fixed number or 
being determined by a formula. It is thus possible to define a "conversion ratio" which 
is the number of shares of common stock that could be obtained by converting each 
share of the convertible instrument. In many instruments the conversion ratio is a 
constant over the term of the instrument, though in some instruments there may be a 
provision that the conversion ratio will change over the term of the instrument. 
Alternatively, the instrument may state a "conversion price" per share. With such an 
instrument the conversion price is divided into the par value of the bond to determine 
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the number of shares available in the conversion. The instrument may contain a 
provision that this ratio may change over time. 

[0005] At issuance, the value of the bond is typically greater than the value of the fixed 
number of shares into which the bond is convertible. For example, a bond may be 
issued for $1 ,000 with a right to convert into ten shares of the issuer's common stock, 
at a time when the current market value per share is $83. Ordinarily, under these 
terms, the stock would have to appreciate to at least $1 00 per share before it would 
be economically rational for the holder to exercise its right to convert the bond. A, 
convertible bond of this kind is described as having a roughly 20-percent conversion 
premium, because the stock must appreciate about 20 percent (i.e. $1 7) before the 
conversion right has intrinsic value. This conversion premium may be thought of as 
the dollar or percentage amount by which the price of the convertible instrument 
exceeds the current market value of the common stock into which it could be 
converted. It is thus possible to define a "conversion value" which is the value of a 
convertible security if it is converted immediately. 

[0006] Some convertible bonds also provide that the issuer may call the instrument 

(repay it before the end of the term of the bond) after a number of years, subject to 
the holder's conversion rights. If at the time of the call the value of the stock has risen 
above the value of the debt, the holder generally will choose to exercise its conversion 
right so that it receives the stock rather than the call redemption amount. A holder 
may also have the right to require an issuer to redeem the bond under specified 
circumstances. 

[0007] 

It is instructive, then, to compare a bond that is convertible, and a bond that is 
not, from the point of view of the would-be purchaser (the investor) and from the 
point of view of the issuer. Because the conversion right provides an investor with a 
possible upside (related to the possible appreciation of the stock price) that the fixed- 
rate debt of the issuer would not provide, the interest rate on convertible instruments 
may be lower than the interest rate on fixed-rate instruments. Stated differently, the 
conversion right may be thought of as an option to acquire issuer stock, and the lower 
rate of interest compensates the issuer for providing this option. It is thus possible to 
define a "premium over bond value" which is the positive difference between the 
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market price of a convertible bond and the price at which that bond would sell without 
the convertibility feature. 

[0008] Stated another way, in the example of the convertible bond, because the 

conversion right provides an investor with a possible upside that a fixed rate debt 
instrument of the issuer would not provide, the interest rate on a convertible bond is 
lower than the interest rate on a fixed rate debt instrument. Economically, the 
conversion right is an option to acquire issuer stock, and the lower rate of interest 
compensates the issuer for providing this option. Convertible bonds have historically 
provided issuers of such convertible instruments with the ability to deduct for tax 
purposes only this lower stated amount of interest, which is often considerably below 
the true economic cost of the financial instrument. 

[0009] Under the law of at least one country, the holder of a debt instrument with 

contingency provisions may be required to recognize interest income not at the actual 
coupon or the actual stated yield, but instead at the rate at which the issuer could 
have issued a debt instrument that did not have such a contingency and with a 
maturity and other terms otherwise comparable to the contingent debt instrument. 
This would generally permit the issuer of the instrument to deduct from its income 
(for tax purposes) the same amounts as the income accrued to the holder. Under such 
tax law, however, there is an exception for convertible debt instruments where the 
only contingency is conversion, and under this exception the issuer is only able to 
take deductions at the lower stated yield on the bond. This is undesirable from the tax 
point of view for the issuer. 

[001 0] It is instructive, then, to compare a convertible bond that has contingent 

payments, and a convertible bond without contingent payments, from the point of 
view of the would-be purchaser (the investor) and from the point of view of the issuer. 

[0011] issuers prefer to have flexibility and control over their capital structure, including, 
for example, the time and manner in which a convertible financial instrument is 
settled. That flexibility and control is diminished when a holder exercises its 
conversion or redemption right before maturity and at a time that is unrelated to an 
issuer's call of the financial instrument. From the issuer's point of view it would be 
desirable, therefore, to provide convertible financial instruments, and methods and 
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systems for offering and servicing the same, which provide incentives to holders to 
refrain from voluntarily converting or redeeming such instruments, so that issuers 
maintain greater flexibility and control over the maturity date of the instrument and 
the manner in which it is settled. 

[001 2] Issuers also prefer to deduct an amount for tax purposes that more closely 

approximates the true economic cost of the financial instrument. As mentioned above, 
the tax law can limit an issuer's ability to deduct the true economic cost of a financial 
instrument under certain circumstances. It would be desirable, therefore, to provide 
convertible financial instruments, and methods and systems for offering and servicing 
the same, that provide issuers with the ability to deduct an amount for tax purposes 
that more closely approximates the true economic cost of the financial instrument. 

[001 3] A further problem can arise for would-be purchasers of debt instruments. A 

would-be purchaser (or an underwriter in a position to underwrite issuance of such 
instruments) may find that potential issuers of such instruments are not easy to find. 
It is then extremely desirable if the underwriter is able to devise some significant and 
nontrivial variant on the prior-art debt instruments, which variant is somehow of 
interest to potential issuers when prior-art debt instruments would not be of interest. 

[001 4] One known bond was a particular zero-coupon convertible bond, convertible to 
stock. With this particular bond, a payment was made to the holder under certain 
circumstances. For example, if the stock price happened to be above a scheduled 
level, the bond would pass through an amount equal to the dividends paid to the 
underlying shares. Stated differently, the issuer would pay to the holder an amount 
equal to the dividends paid with respect to shares of the type into which the bond 
could be converted. An objective of this payment provision was to deter conversion, 
that is, to motivate a holder to refrain from converting. 

[001 5] Another known bond of this general type also provided for payment to the holder 
in the event of an extraordinary dividend, meaning a case where the dividend was 
larger than the stock price the day before the dividend was paid. This particular bond, 
however, only permitted the issuer to deduct a lower stated amount of interest, which 
might be considerably below the true economic cost of the instrument. 
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[0016] This particular bond also provided that the ratio (the number of shares into which 
the bond could be converted) would be recalculated in the event the dividend was 
greater than 12 1/2 percent of the stock price in a six-month period, or greater than 
25 percent of the stock price in a twelve-month period. The new ratio was the old 
ratio times the stock price prior to the dividend, divided by the stock price prior to the 
dividend plus the dividend. 

[001 7] Much effort has thus been expended in recent years to attempt to devise new and 
different debt instruments, and particularly, new and different convertible debt 
instruments, which offer advantages over those in the prior art. These efforts 
necessarily entail devising methods and systems for offering and servicing such 
financial instruments. It is noted in passing that US Pat. No. 5,062,666 to Mowry et al. 
has claims directed to a financial instrument per se. That particular financial 
instrument is not, apparently, directed toward the problems described herein. 

[001 8] Experience shows, however, that the majority of such efforts are unavailing. In 
some markets, for example, it may be extremely difficult to devise an instrument 
which somehow works sufficiently to the advantage of both issuer and purchaser to 
make possible the issuance of the instrument. 

[001 9] If it were possible to devise a convertible debt instrument, or a family of 

convertible debt instruments, which through their provisions somehow bring about 
successful market transactions that would otherwise not be possible, this would work 
to the advantage of issuers and investors. It would, furthermore, make a meaningful 
contribution toward a more vigorous, more active, and more efficient capital market, 
thus benefitting the general public as well as particular market participants. 

Summary of Invention 

[0020] 

A convertible financial instrument provides incentives to holders to keep the 
instruments outstanding so that issuers maintain flexibility and control over the 
maturity date of the instrument and the manner in which it is settled. The instrument 
may provide issuers with the ability to deduct an amount for tax purposes that 
approximates the true economic cost of the financial instrument. The instrument may 
contain a provision calling for contingent payments (which may include, for example, 
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contingent interest, preferred distributions, contingent principal, dividends, and other 
pay-outs) to the holder in some circumstances, which may be based on formulae 
calculations. For example, this may occur when the trading value of the convertible 
instrument exceeds a pre-determined value such as, for example, a certain 
percentage of the accreted value of the convertible instrument, or, for example, 
another circumstance that may trigger a contingent payment may be when the price of 
another financial instrument (e.g., the underlying security, the reference security, etc.) 
is below, higher than, or equal to a pre-determined value. 

Brief Description of Drawings 

[0021] The invention will be described in connection with the accompanying drawing in 
several figures, in which like reference characters refer to like parts throughout, and 
in which: 

[0022] FIGS. 1-3 are generalized flowcharts of illustrative steps involved in providing a 

company with capital in accordance with some embodiments of the present invention; 

[0023] FIG. 4 illustrates the information flow that occurs in issuing and servicing financial 
instruments, in accordance with some embodiments of the present invention; 

[0024] FIG. 5 is illustrative of an exemplary system for implementing the method in 
accordance with some embodiments of the present invention; and 

[0025] FIG. 6 is a flowchart of illustrative steps involved in providing a company with 
capital in accordance with some embodiments of the present invention. 

Detailed Description 

[0026] The present invention relates to a convertible or exchangeable contingent 

payment financial instrument, for example, short or long-term zero coupon notes 
(including, for example, Liquid Yield Option Notes ("LYONs"), cash-pay or partial- 
cash-pay convertible bonds, debt instruments, preferred instruments, trust preferred 
instruments, warrants, certain insurance contracts, and suitable derivatives thereof, or 
any securities backed by any of the above), and systems and methods for offering and 
servicing the same. 
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[0027] 



Importantly, with such an instrument according to the invention, the issuer of a 
financial instrument may make contingent payments to the holder, under certain 
circumstances or according to predetermined formulae, such as: 



[0028] 



- if the trading value of the financial instrument or index amount is equal to, 
greater than, or less than, a pre-determined value such as, for example, a percentage 



of the accreted value. 



[0029] 



The relationship between the trading value and the accreted value may be that the 
trading value exceeds the accreted value by, for example, 1 1 0% or 1 20%. 



[0030] 



In this connection, the term "contingent payment" may be inclusive of any 
additional value to a holder whether paid at the present time or over time, (e.g., 
contingent interest, contingent principal, accretion of interest, etc.). 



[0031] 



The contingent payment may tend to provide some holders with incentives that 



may tend to make such holder more likely to keep the instrument outstanding. 
Moreover, some embodiments may provide some issuers with an increased amount of 
flexibility and control over the period of time the instrument remains outstanding, 
while potentially minimizing the normal interest due or paid to the holder. This is, as 
mentioned above in the "background" section, advantageous for an issuer, because 
the issuer naturally desires to have as much control as possible over its capital 
structure. 

[0032] The contingent payments may be based upon, or be equal to, 

[0033] (1 ) the dividends a holder of the underlying security would normally receive, 

[0034] (2) an index amount, 

[0035] (3) a reference security, or a pool of securities or indices or both. 



Increases or decreases in dividends (as compared to the announced dividend 
policy of the underlying security at the time of issue) may be reflected in the 
contingent payments to holders. In some embodiments, the timing and amount of 
contingent payment may be dependent on the trading price of the financial instrument 
or any underlying security or index. The issuer of a contingent payment financial 



[0036] 
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instrument may be, for example, a publicly-traded, widely-held company. 

[0037] The contingent payment financial instrument may be, for example, an instrument 
convertible into a number of shares of the issuer's stock (e.g., common or preferred) 
(the "conversion shares"), with an initial conversion premium of, for example, 
approximately 20 percent. The instrument may be callable by the issuer at its 
"accreted value" (the issue price plus an accrued "discount"), after a predetermined 
period of time and subject to a holder's conversion right. 

[0038] The contingent payment financial instrument may, for example, be a convertible 
debt instrument. If the instrument is callable at any time after the first five years, the 
issuer may have the right to redeem the instruments at their accreted value. Holders 
may also have the right to require the issuer to redeem the instruments at their 
accreted value on each fifth anniversary of the issue date, and upon a change in 
control of the issuer. The difference between the issue price and principal amount of 
the contingent payment debt instrument will accrue by a specified percentage. A 
three-percent yield, for example, may be a reasonable rate under some market 
conditions. Beginning at a pre-determined period of time (e.g., five years) after 
issuance of the contingent payment instruments, or at the end of a non-call period, 
and for each period (e.g., semi-annual, annual, etc.) thereafter, or under 
circumstances or formulae calculations, the issuer may pay contingent interest if the 
trading value of the instrument exceeds a specified percentage of the accreted value 
of each instrument for some pre-determined number of consecutive days (or any 
other suitable period) immediately preceding the first day of the interest accrual 
period. In some embodiments, the specified percentage of the accreted value may 
change, for example, by a predetermined percentage on a periodic basis. Also, in 
some embodiments, the amount of the contingent payment may change with multiple 
triggers that may be triggered at specified pre-determined times. Other embodiments 
may have multiple triggers that may be triggered at any time. In some embodiments, 
contingent payments may be triggered by only one trigger or by more than one 
trigger. In some embodiments, a trigger may be any event and may or may not be 
associated with the financial instrument paying such contingent payments. 

[0039] 

From the point of view of the holder, after the non-call period the holder may 
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value the debt instrument, as an economic matter, as a right to convert the debt 
instrument into issuer stock coupled with a right to receive cash which, if the issuer's 
stock drops in value, is equal to the accreted value of the instrument. That is, the pure 
bond features of a contingent payment debt instrument may be valued at that point as 
a form of "insurance" or put option. Because it may be more valuable, for holders, to 
have a right to convert the contingent payment debt instrument into the issuer's stock 
coupled with this bond element than to simply hold the issuer's stock, the trading 
value of the instrument may exceed the value of the issuer stock into which it is 
convertible. If the issuer's stock rises enough that the "insurance" or put 
characteristics of the pure bond elements of the contingent payment debt instrument 
are reduced in value, however, the trading value of the contingent interest debt 
instrument may tend to approximate the fair market value of issuer stock. 

[0040] The trigger level (i.e., the point at which the underlying security may be as 

valuable as or more valuable than the instrument), may be set at a predetermined 
percentage, for example greater than 100%, of the contingent payment debt 
instrument's trading value. Another example of a trigger, in some embodiments, is 
prevailing market rate for another financial instrument, whether or not issued by the 
same issuer, by market price, by yield, by formula, or at the discretion of a calculation 
agent. Some embodiments may have a trigger level set below, at, or above a formula 
or reference amount, such as a pre-determined percentage of accreted value. 

[0041] The amount of a contingent payment with respect to a contingent payment 

financial instrument, for example, may be an amount equal to the cash dividends 
payable from time to time on the conversion shares, for example, of a convertible 
bond during the applicable interest period, if any. For example, the amount of 
contingent interest payable may be no less, however, than 25 basis points multiplied 
by the trading value of the contingent payment financial instruments (the "Base 
Amount") or any other base amount formula. 

[0042] 

In some embodiments, investors may receive any contingent payments without 
reduction to the accreted value (including liquidation preference, par, or other 
amounts) of the contingent payment financial instrument, or other offset. In some 
embodiments, the accreted value may be reduced by some percentage of the 
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contingent payment paid in order to avoid overcompensation of holders, but the 
contingent interest paid to investors should not be less than the base amount. 
Alternatively, a contingent holder may not receive contingent payments currently but 
instead may receive contingent payment on a later date. 

[0043] A projected payment schedule may be calculated which projects the timing and 

amount of contingent payments for various purposes, including but not limited to, tax 
purposes. Based upon the terms of the issuance of the financial instrument such as, 
for example, in the case of a contingent payment convertible debt instrument, the 
issue price, maturity date, conversion premium, stated yield, and comparable yield, 
the projected payment schedule determines the stock price growth rate or dividend 
yield (or other formulae determining the contingent payment) and the timing of such 
payments that is necessary to produce the comparable yield. 

[0044] Amounts may be calculated to determine whether the expected contingent 
payments are incidental ("incidental analysis"). For example, in the case of a 
contingent payment convertible debt instrument, an incidental analysis determines the 
amount of contingent payments that may be made given different stock price growth 
rates (or other measure that would influence the amount of contingent payments to 
made) in comparison to the issue price of the debt instrument (or other base amount). 
The comparison may be calculated using varying assumptions as to the discount rate, 
if any. 

[0045] A probability analysis may be conducted which determines the likelihood that a 

contingent payment or payments will be made ("remoteness test"). For example, in the 
case of a contingent payment convertible debt instrument, the remoteness test 
measures the likelihood that one or more contingent payments will be made over the 
life of the debt instrument given different stock price growth rates (or other measure 
that would influence the amount of contingent payments to be made) and stock price 
volatilities' (or other measure that would influence the amount of contingent payments 
to be made). 

[0046] F | G ] shows a generalized flowchart of illustrative steps involved in providing a 
company with capital by issuing, in this example, contingent payment debt 
instruments. The method starts at step 101 where a company, or other entity, issues 
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the instrument. While it is possible to issue certificates to holders of the instruments, 
it is preferable not to issue such certificates, and instead the holder's ownership of the 
instruments is recorded by means of bookeeping entries in the records of an 
appropriate entity such as a transfer agent. At step 1 01 , the original principal amount 
of the instrument may equal an amount based on predetermined terms. 

[0047] The method then proceeds to step 102, where interest payments are calculated. 

step 103, contingent payments may be calculated if a pre-determined contingency is 
met. 

[0048] Next, at step 104, if the issuer decides to redeem the instrument, the method 

proceeds to step 105 to calculate the redemption price. In some embodiments, when 
a company decides to redeem its instrument, it may redeem some or all of the 
instruments issued under the same offering. Moreover, with some instruments, if the 
instruments are redeemed before a preselected date, the system may add a premium 
to the redemption amount. 

[0049] The holder, under step 1 06, may convert an instrument for the underlying security 
at some time before maturity. The method may either allow a conversion at any time 
after issue, or may require that conversions (if any) occur only at predetermined times 
after issue. 

[0050] At step 1 08, the method determines whether the holder decided to "put"the 

security. If yes, the method, at step 1 09, computes the put value. As is well known in 
the art, a "put" is an option that gives the holder the right to sell a certain quantity of 
an underlying security to the writer of the option, at a specified price (called a "strike 
price") up to a specified date (called the "expiration date"). 

[0051] If, however, the method determines the holder does not want to put the security at 

step 1 08, the method proceeds to step 1 1 0. At step 1 1 0, the bond has reached 
maturity and the method then calculates the value of the instrument under step 111. 
Finally, at step 1 1 2, the method may process a conversion or a payment to the holder 
for the value of the matured instruments and any additional payments due. 

[0052] FIG. 2 is a flowchart of illustrative steps involved in calculating interest at step 102 
of FIG.l . At step 201 , the rate of interest the issuer must pay to the holder is 
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calculated using a predetermined interest rate. The pre-determined interest rate may 
be applied to the original principal amount. Moreover, rather than applying a fixed 
rate throughout the term of the instrument, other variable or adjustable rates of 
interest may be used depending on what is established in the offering document. 

[0053] After determining the issuer's interest liability in step 201 , the method, at steps 
202-203, determines whether contingent payments are called for. A contingent 
payment may be owed to the holder if, for example, the contingency was based on the 
underlying security's dividend pay-out. The payment may be owed because the 
underlying security paid a dividend or other pay-out to owners of the underlying 
security. 

[0054] Next, at step 204, the issuing company decides whether it wants to defer 

payments of interest. This may be decided based on predetermined terms as set forth 
in offering documents. If interest payments are not deferred, this method proceeds to 
step 21 0 and may pay some interest payments from at least one of steps 201 and 
202-203 to holders. If, however, payments are to be deferred, at step 205, it must be 
determined whether the issuer is qualified to defer interest payments. This 
determination is made using criteria initially disclosed to the holder, for example in 
the offering document. If payments are not deferred, then the method proceeds to 
step 2 1 0, and pays the interest to the instrument holder. On the other hand, if the 
issuer is qualified to defer, at 206 the method may make appropriate adjustments to 
the principal amount and/or the early exchange ratio. The method may also (at 207) 
determine whether the deferral calls for an increase in the number of reference 
shares, in which case at 208 the number of reference shares is increased. 

The system handling some embodiments of this invention may not use steps 206- 
208, but may provide notice of deferral at step 209. 

FIG. 3 is a flowchart of illustrative steps involved in redeeming the convertible 
financial instrument, as shown at step 1 04 of FIG. 1 . The method 300 may be used 
when, for example, the issuer decides to redeem instruments issued under a 
particular offering document. At step 301 , the issuer decides that it no longer wishes 
to keep the instruments outstanding and that it wants to redeem the instruments. 
Next, at step 302, the method determines if contingent payments are due and if so, 
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the amount due. At step 303, the method calculates the current market value of 
underlying shares at the time of redemption plus any deferred payments. At step 304, 
the method pays out the appropriate redemption amount plus contingent payment 
amount, as calculated at steps 302 and 303. 

[0057] FIG. 4 illustrates the flow of information in a system 400 for issuing and servicing 
instruments. A potential holder 401 requests an offering document that describes the 
terms of the security. Upon receiving the offering document and purchasing an 
instrument, for example, from the issuer 409 or through a third party, the transfer 
agent 402 preferably will track the underlying reference security and service the 
security, for example, using the methods described in FIGS. 1 -3. In doing so, the 
transfer agent may, for example, use a computerized accounting system 403 capable 
of tracking the underlying reference security via data lines (network (not shown) or 
modem 407), tracking any dividend and pay-out from the underlying security; making 
calculations as set forth in the offering document of the instrument, and using a 
printer 405 to print periodic (e.g., annual) reports and statements reporting the 
instruments value, and gains to the holder for tax reporting purposes. 

[0058] In addition, the accounting system 403 may maintain pricing data (i.e., issue date, 

reference underlying instrument's price at time of issue, deferred dividends, etc.) in its 
mass storage system 406. In addition to the data received through the network or 
modem 407, the data may be inputted into the accounting system using keyboards 
408. The system's modem 407 and network lines may be used to transfer funds to a 
holder or to a third party intermediary and the printer 405 may also print checks that 
are delivered directly to the third party or to a third party intermediary. Finally, the 
transfer agent may view the data from the accounting system using a CRT 404 or 
reports prepared by the accounting system 403 and printed using the system's printer 
405. 

[0059] 

FIG. 5 offers some embodiments of a system 500 for implementing some methods 
according to the invention. A reference underlying instrument identifying unit 501 is 
provided to identify (e.g., by user keyboard entry) a reference underlying instrument. 
An attribution unit 502 is used to attribute a number of the reference underlying 
instrument's shares to the issuing instrument. Based on the price of the reference 
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underlying instrument and the attributed number of reference instruments, a pricing 
unit 503 will establish a price for the issuing instrument. 

[0060] A selling unit 504 processes sales of the instrument to interested investors at the 
price determined by pricing unit 503. An interest calculator 505, throughout the term 
of the instrument, calculates interest due to holders on a periodic basis. Furthermore, 
a monitoring unit 506 tracks any dividend or pay-out of the underlying security. 

[0061] If during the term of the instrument, a holder decides to convert the instrument 
into the underlying security, a conversion value calculator 508 calculates the 
conversion value of the instrument. The value calculator 509 calculates the value of 
the instrument at the time of redemption (if the instrument is redeemed early by the 
issuer), and may also be used at maturity (if the instrument remains outstanding until 
maturity). 

[0062] 

A deferral unit 510 processes the results of interest calculator 505 to determine if 
the calculated amount will be paid or deferred. If the payment amount is not deferred, 
payment is made by payment unit 511. Furthermore, payment unit 51 1 processes and 
makes payment based on the results of conversion value calculator 508, contingent 
payment monitoring unit 517, and value calculator 509. Payment may be made by 
check printed by a printer 512 as commanded by payment unit 511. Alternatively 
payment may be made via electronic transfer by modem 514. Reports listing 
payments of interest, and other financial data relevant to the holder for tax reporting 
purposes or other reportable data are printed using printer 512. Any such reports 
meant for holders preferably are printed and sent to holders periodically, and at least 
annually. Other reports may be required by regulatory agencies and are printed when 
required by the relevant regulations. Storage 513, modems 514, keyboards 515, and 
CRT 5 1 6 are used by the separate units of system 500, in a manner similar to that 
described in connection with FIG. 4. A contingent payment calculating unit 522 may 
be used to calculate contingent payments due to holders based on pre-determined 
criteria as set forth in the offering documents. For example, a financial debt 
instrument may utilize the contingent payment calculator 522 to determine the 
contingent payment amount based on a trigger, such as, for example, trading price of 
a financial instrument (e.g., the underlying security). A projected payment scheduler 
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518 projects payments which may be made and schedules them. Incidental analysis 
unit 51 9 and probability analysis unit 520 and contingency defining unit 521 may also 
be provided. 

[0063] FIG. 6 is a flowchart of illustrative steps involved in determining whether to 

convert a contingent payment debt instrument in accordance with one embodiment of 
this invention. The method 600, at step 601 determines whether the instrument is 
convertible. If not, the method ends. If it is, the method, at step 602, computes the 
value of the instrument if converted. At step 603, the method computes any 
contingent payments. At step 604, the method computes the value of the debt 
instrument if not converted. At 605, the method determines whether the continuation 
value (including contingent payments) is less than the conversion value. If so, a signal 
to convert is generated at step 606. If not, the method ends. 

[0064] It will be appreciated by those skilled in the art that while many of the functional 
blocks shown in Fig. 5 might be implemented as separate physical devices, it is 
possible and indeed desirable to implement many of them by means of a general- 
purpose computer executing suitable software. 

[0065] As previously mentioned, it is possible to represent ownership of financial 
instruments such as those described here by means of physical certificates. 
Alternatively, and preferably, ownership is recorded by means of bookkeeping entries 
by an appropriate entity such as a transfer agent. In either case, there is generally an 
offering document (a collective term which includes a prospectus, prospectus 
supplement, offering memorandum, or offering circular). The offering document may 
be a printed document or may be a data file such as a PDF (portable document format) 
file. The offering document details the terms of the financial instrument. For example, 
for a convertible debt instrument, the document will have provisions which detail the 
principal amount, interest payments, convertibility, contingencies relating to 
convertibility, and additional payments which might be made upon occurrence of 
particular contingencies. Further provisions may set forth, for example, the terms 
upon which the issuer may redeem the instrument. The offering document is often 
dozens of pages in length or longer. 

[0066] Stated differently, in accordance with the invention a sequence of steps may be 
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performed. 

[0067] First, the issuer issues a financial instrument indicative of a principal amount and 
receives money therefor. The amount of money may be a discounted amount defining 
the yield of the instrument. The instrument may or may not provide for cash interest 
payments. 

[0068] The issuer also promises, pursuant to the financial instrument, to repay the 

principal upon predetermined conditions and according to a predetermined term. The 
term may be fixed; the instrument may instead permit the issuer to redeem the 
instrument before the end of the term under specified circumstances. 

[0069] The issuer also promises, pursuant to the financial instrument, to allow the 

investor to convert the instrument into shares of stock of the company at a conversion 
price. The conversion may be for a specified number of shares associated with the 
instrument, or may be based upon the conversion price divided into the par value of 
the instrument. The manner in which the number of shares relates to the par value of 
the instrument may be constant over the term of the instrument or may vary under 
specified circumstances. 

[0070] issuer also promises, pursuant to the financial instrument, to make payments to 
the holder under predetermined contingencies, as described above. 

[0071] Finally, the issuer converts the instrument upon request. 

[0072] The financial instrument is most often an instrument issued by a stock company 
with respect to a borrowed principal amount, shares of stock of the company trading 
at a price. The instrument comprises a provision obligating the company to repay the 
principal according to a predetermined term, a provision making the instrument 
convertible into a predetermined number of shares of stock of the company. 

[0073] The financial instrument may or may not comprise a provision obligating the 
company to make cash interest payments prior to maturity according to a 
predetermined schedule. 

[0074] The financial instrument may define a "non-call" period, defined as a period of 
time during which the issuer cannot contractually redeem the instrument. The 
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instrument may further provide that contingent payments as described herein do not 
start until after the end of the non-call period. 

[0075] It will be appreciated that while the benefits of the invention have been chiefly 

described with respect to a stock company, with conversion of debt into shares of 
stock of the company, other business entities with different ways of describing equity 
in the entity may equally enjoy the benefits of the invention. For example a non-US 
entity may offer "American Depository Receipts" ("ADRs") which represent ownership 
shares of the entity. Likewise a company could issue a warrant or option giving the 
holder an opportunity to obtain stock. Convertibility of debt into warrants, options, or 
ADRs may, with some corporate structures, bring about many of the same benefits as 
convertibility of debt into stock. Thus, it is possible to describe the invention in a 
more general way, using the term "indicia of ownership" as a more general term than 
"shares of stock." It will be appreciated that while the benefits of the invention have 
been chiefly described with respect to a debt instrument that is convertible into equity 
(e.g. stock), such benefits may be likewise realized with respect to a variety of other 
structures. For example, the invention may be applied to an instrument representing 
preferred stock which is exchangeable for common stock. The invention may be 
applied to an instrument representing debt which may be converted into stock of a 
parent or subsidiary of the issuer. It may be applied to an instrument representing 
debt of a partnership, which debt may be converted into stock of a related or 
unrelated entity. 

[0076] Stated most broadly, the financial instrument may be defined with respect to an 
underlying reference, the underlying reference having a value. Some number of the 
underlying references is attributed to the financial instrument. The instrument is 
convertible or exchangeable into the number of underlying references. Furthermore, 
upon some economically significant contingency, the issuer of the instrument is 
obligated to make a so-called "contingent payment" to the holder of the instrument. 

[0077] 

As previously mentioned, it is possible to represent ownership of financial 
instruments such as those described here by means of physical certificates. 
Alternatively, and preferably, ownership is recorded by means of bookkeeping entries 
by an appropriate entity such as a transfer agent. In either case, there is generally an 
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offering document (a collective term which includes a prospectus, prospectus 
supplement, offering memorandum, or offering circular). The offering document may 
be a printed document or may be a data file such as a PDF (portable document format) 
file. The offering document details the terms of the financial instrument. For example, 
for a convertible debt instrument, the document will have provisions which detail the 
principal amount, interest payments, convertibility, and contingencies relating to 
convertibility. Further provisions may set forth, for example, the terms upon which the 
issuer may redeem the instrument. The offering document is often dozens of pages in 
length or longer. 

[0078] As was mentioned above, for some would-be issuers of a convertible debt 

instrument there is the concern that the convertible debt instrument would only allow 
an interest deduction tied to the stated yield or coupon of the instrument. But in at 
least one country, the tax treatment is that the issuer may enjoy an interest deduction 
comparable with that of regular corporate debt while typically promising the investor 
only a relatively low stated up-front return. The investor receives much of its payout 
instead through conversion and contingency features. The tax treatment is that if such 
contingencies are not remote nor incidental, they change the instrument enough that 
the more favorable interest deduction may be received. This is likewise advantageous 
to the issuer. 

[0079] Yet another benefit for the issuer is that the contingent payments may motivate 
the holder to refrain from exercising such conversion rights as the holder may have. 

[0080] Thus, a convertible debt instrument with contingent payments, and systems and 
methods for offering and servicing the same are provided. One skilled in the art will 
appreciate that the present invention can be practiced by other than the described 
embodiments, which are presented for purposes of illustration and not of limitation. 
Those skilled in the art will have no difficulty devising obvious variations and 
enhancements of the invention, all of which are intended to fall within the scope of 
the claims which follow. 
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